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Executive Summary

Recent Developments

Real GDP growth slowed to 1.4% year-on-year in Q3 2015 from
2.9% in 2014 with weak global growth hurting exports and the
moderation in house prices negatively impacting consumption

Consumer price index (CPI) inflation fell to -0.5% in September
2015, despite the tightness in the labour market, due to lower oil
prices

The current account surplus widened to 23.4% of GDP in Q2
2015 from 19.1% in 2014 due to lower import demand associated
with the slowdown of the economy and the sharp fall in oil
prices

The fiscal surplus declined to 3.3% in the fiscal year ending 31
March 2015 (2014/15) from 5.6% in 2013/14 on higher spending
on infrastructure and welfare

Credit growth slowed significantly to 4.2% year-on-year in
September 2015 from 9.2% in 2014 and 19.7% in 2013 on
slowing credit to domestic housing and the moderation in cross-
border credit due to the regional economic slowdown

Macroeconomic Outlook

Real GDP growth is expected to pick up from 2.2% in 2015 to
2.3% in 2016 and further to 2.9% in 2017 as domestic demand
picks up, but should remain below potential due to external
headwinds

Inflation is forecast to be negative in 2015, averaging -0.3%, but
should pick up to 0.7% in 2016 and 1.8% in 2017 with the gradual
recovery in oil prices

The large current account surplus is expected to decline over the
medium term from 19.6% of GDP in 2015 to 17.9% in 2017 as
lower savings by the aging population drive up import demand

The fiscal surplus is projected to remain below pre-2015 levels
over the medium term due to higher spending on training,
education, infrastructure and health to improve productivity
and tackle the challenges of inequality and demographics

Credit growth is expected to bottom out in 2015 at 4.1% before
rising to 11.1% in 2016 and 12.9% in 2017 as the correction in
the housing market approaches its end and the global economy
recovers
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Background

Singapore has transformed itself from a third world country
in 1965 to an affluent first world nation today

Singapore has witnessed an extraordinary transformation
since its independence 50 years ago, when it separated from
a short-lived federation with Malaysia. Singapore then
served as a conduit for world trade with Malaysia and
Indonesia. British military bases employed 16% of the
workforce and accounted for 20% of GDP. At least three
quarters of the population had no primary education, and
the city state (whose area today is 719 sq km, about 6% the
area of Qatar) had no natural resources. Despite daunting
initial conditions, Singapore today boasts a thriving and
efficient economy and is a regional hub for trade, industry
and services. Between 1965 and 2015, GDP per capita grew
fifty fold to USD84.5k (on a purchasing power parity basis).
As a result, Singapore has the third highest GDP per capita
in the world, after Qatar and Luxemburg.

The transformation happened through expanding factors of
production and attracting foreign expertise

Singapore achieved its remarkable transformation through
a large expansion in the factors of production and
productivity improvement by importing foreign know-how.
Land reclamation projects have increased Singapore’s area
by more than 20% since the 1960’s. Singapore was open for
immigration, which increased its population from below
2.0m people at independence to 5.5m today. Investment’s
share in GDP rose from less than 10% in 1960 to over 40% in
the mid-1980s, financed by forced national saving and a
deluge of foreign direct investment. In addition, the
government has pursued an active policy of industrial
targeting, moving from labour-intensive industries such as
textiles to sophisticated ones like electronics, chemicals
precision engineering and biomedical manufacturing.
Singapore has also established itself as a global hub for
financial services and trade. Foreign companies were
attracted by a clean and efficient government, good
infrastructures and living conditions, fiscal incentives, and
a  business-friendly environment. Singapore has
consistently ranked first in the World Bank’s Ease of Doing
Business Index since 2006.

Singapore now faces first-world challenges

Despite its remarkable journey, Singapore today faces a
number of challenges. The population is aging rapidly with
the share of 65 year olds and above almost doubling since
1990. This would imply a slower growth rate for the labour
force. Restructuring initiatives, which began in 2010 to
reduce reliance on foreign labour, mean that this challenge
cannot be solved by more immigration. As a result, slower
increase in the labour force and declining productivity
gains, potential growth (which describes the supply
capacity of the economy) has fallen from 6.0-7.0% before
2010 to an estimated 3.2%. In addition to these domestic
structural challenges, Singapore’s extremely open economy
is exposed to the slowdown in global growth, particularly in
China, and the deceleration in global trade.
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Recent Developments (2014-15)

Real GDP growth has slowed due to the weak global
recovery and the decline in house prices

Real GDP growth slowed from 4.4% in 2013 to 2.9% in 2014
and further to 1.4% year-on-year in Q3 2015. Beyond the
structural elements related to the aging population and slow
productivity growth, other external and domestic factors
were responsible for the slowdown. On the external side,
the weak global recovery has hurt Singapore, which is
largely dependent on exports (exports account for nearly
200% of GDP). Singapore is particularly exposed to China,
where growth has been on a downward trajectory in recent
years. On the domestic side, the moderation of credit
growth and the decline in house prices have negatively
impacted consumption (around 36.8% of GDP) and
investment (27.6%). Investment was further hit by the
uncertainty surrounding the global outlook, which
weakened investor confidence.

Policy measures have been successful in cooling down
house prices

Residential property prices have declined by 8.0% since
their peak in Q3 2013, after their strong rally between 2009
and 2013. The rally was driven by a resurgent economy, low
interest rates, supply shortages and strong demand from
non-residents. Concerned about over-valued house prices,
the authorities took several measures to contain the surge
in demand and engineer a soft landing of prices. These
measures included stamp duties, lower loan-to-value
ceilings and a total debt servicing ratio restriction for
households introduced in mid-2013. In addition, there is a
large supply of new homes coming on the market, which
should alleviate supply pressures. The orderly fall in house
prices has important macroeconomic consequences given
the high rate of home ownership among households (90.3%
in 2014), the percentage of household assets held in housing
(around half) and the large exposure of banks to housing
loans (30% of domestic loans).

CPI inflation fell, despite the tightness in the labour
market, due to lower oil prices

Headline year-on-year CPI inflation declined significantly
t0 1.0% in 2014 and -0.5% in September 2015. The sharp fall
in oil prices, which more than halved since mid-2014, was
responsible for most of this decline. But other factors were
also at play. One-off promotions related to the celebration
of 50 years of independence helped to moderate inflation. In
addition, lower housing costs and car permit prices have
also contributed to the decline in inflation, which occurred
despite the increased tightness in the labour market,
represented by the ratio of vacancies to unemployment.
This reflects the restructuring of the economy and the
increased restrictions on foreign labour, which have reduced
the unemployment rate to 2.0% in 2014 and raised labour
costs. But producers have not passed through higher wages
to consumer prices due to weak demand and uncertain
business outlook.
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The current account surplus widened on lower import
demand and the sharp fall in oil prices

The current account surplus widened from 17.9% of GDP in
2013 t0 19.1% in 2014 and further to 23.4% in Q2 2015. This
was due to lower import demand associated with the
slowdown in the economy and the sharp fall in oil prices.
Lower imports more than compensated for the weakening
in exports due to slow global growth. Part of the current
account surplus is invested abroad through Singapore’s
sovereign wealth funds (GIC and Temasek Holdings),
resulting in a capital and financial account deficit of 19.3%
of GDP in Q2 2015. But the overall balance of payments
remained in surplus. Despite this, international reserves fell
to USD253bn in Q2 2015 (6.6 months of import cover) from
USD278bn a year earlier. This was due to valuation changes
of reserves, since at least two-thirds of the reserves are held
in currencies other than the US dollar, and the latter has
appreciated against most major currencies.

The decline in inflation and the uncertain growth outlook
led to a loosening of monetary policy

Singapore’s monetary policy regime centres on exchange
rate management. The value of the Singapore dollar against
an undisclosed basket of currencies—also known as the
nominal effective exchange rate (NEER)—is allowed to
fluctuate within a band of about +/-2%. MAS has overseen a
gradual appreciation of NEER since 2003 in line with the
large current account surplus. It estimates that the
exchange rate has twice the impact on the economy as
interest rates, given the extreme openness of Singapore to
trade and capital flows. As a result, MAS can reduce
inflation by increasing the NEER of the Singaporean dollar,
which reduces the price of imported goods in local currency
terms. In response to the decline in expected inflation and
the uncertain growth outlook, MAS eased monetary policy
by reducing the pace of appreciation of the NEER band in
January 2015 from an estimated 2% per year to 1%. The
subdued global growth and the slowdown in China
prompted MAS to loosen monetary policy further in
October, again by reducing the pace of NEER appreciation.

Larger spending on infrastructure and welfare reduced the
budget surplus to 3.3% in 2014/15

The fiscal surplus declined from 5.6% of GDP in 2013/14 to
3.3% in the fiscal year ending 31 March 2015. Expenditure
increased due to spending on infrastructure (such as the
construction of new terminals at the airport) and welfare
(such as health subsidies) as the government continues its
effort to boost productivity, reduce inequality and manage
the consequences of an aging population. Meanwhile,
revenues stabilised as a share of GDP. Singapore operates a
fiscal rule which requires a balanced budget over the
political term of the government. But it has generally
outperformed this rule and has run large surpluses, leading
to a significant build-up of fiscal buffers. Overall, taxation
rates are low and government spending is efficient. Despite
the strong record of surpluses, public debt reached 99.3% of
GDP at end-2014, following efforts to develop domestic
capital markets and to provide an investment vehicle for
the mandatory saving scheme.
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Macroeconomic Outlook (2015-17)

Global growth is expected to pick up, but should remain
below its pre-crisis levels

Developments in the global economy directly affect
Singapore, given the size and openness of its economy.
Trade accounts for four times the size of the economy (the
highest in the world) and Singapore acts as a global hub for
trade, manufacturing and services. Global growth is
expected to fall to a six-year low in 2015 to 3.1%. The
slowdown is mainly due to emerging markets (EMs), which
have been the engine of growth in recent years. EMs are
facing a number of headwinds including the slowdown in
China, lower commodity prices and capital flight in
expectation of higher US interest rates. Meanwhile,
advanced economies are facing favourable cyclical factors—
including fading fiscal drag, lower energy prices and easy
monetary policy—but their recovery is not strong enough to
compensate for the slowdown in EMs. Beyond 2015, global
growth is expected to pick up as the impact of some of the
headwinds facings EMs dissipate.

Singapore faces demographic challenges with the aging of
its population and attempts to reduce reliance on foreign
workers

Singapore faces demographic challenges, which have
important macroeconomic consequences on growth,
inflation, external and fiscal balances. Population growth
among residents has fallen below 1.0% since 2011. Coupled
with improvements in life expectancy, this means that
demography will be tilted towards the elderly in the
foreseeable future. The dependency ratio (population aged
0-14 and 65 or above as a percentage of working age
population) is expected to rise from 37.1 in 2014 to 39.0 in
2017. In the long term, the dependency ratio is projected to
rise to 71.2 in 2040, one of the fastest rates of increase in the
world. Restructuring policies, which are aimed at reducing
the inflow of foreign workers, mean that the problem of high
dependency ratio cannot be resolved through immigration
of working-age population.

Real GDP growth is expected to remain below potential in
the medium term due to domestic and external factors

Real GDP growth is expected to slow to 2.2% in 2015,
despite a supportive fiscal stance. The slowdown in global
growth, especially in China, is expected to hurt exports. In
addition, the decline in house prices should negatively
impact private consumption. The drag from China and
falling house prices are forecast to continue into 2016, but
the easing of monetary policy earlier this year should
provide a boost to the economy offsetting the tighter fiscal
stance. As a result, growth is expected to pick up slightly to
reach 2.3% in 2016. The correction in the housing market
should be near its end in 2017, which could release some
personal consumption. Growth is consequently expected to
pick up to 2.9%, but it should remain below its potential as
the slowing Chinese economy continues to weigh on
growth.
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Inflation is forecast to remain subdued despite the tight
labour market

We expect inflation to fall to -0.3% in 2015 mainly due to
the sharp decline in oil prices. Lower housing and car permit
costs, one-off promotions to celebrate 50 vyears of
independence and the postponement of levies on foreign
workers should also contribute to the decline in prices.
Despite labour market tightness which is pushing up wages,
the pass-through to consumer prices is expected to remain
limited due to weak demand. The impact of oil prices on
inflation should be neutral in 2016 with the expected
stabilisation in global oil prices. However, the decline in
house prices and the uncertainty over economic conditions
are expected to keep inflation subdued. Beyond that,
inflation is forecast to pick up to 1.8% in 2017 as oil prices
are projected to rise and as the drag from lower house prices
fades away.

The large current account surplus is expected to decline over
the medium term

The current account surplus is expected to rise to 19.6% of
GDP in 2015, mainly reflecting the impact of lower crude oil
import costs. The recovery of the global economy is forecast
to spur Singaporean exports in 2016, leading to an increase
in the current account surplus to 21.0% of GDP. Higher oil
prices and the loss of competitiveness from higher wages—a
consequence of restructuring policies—are expected to
reduce the current account surplus to 17.9% in 2017. Lower
current account surpluses are expected in the future, partly
due to the erosion of competitiveness but also as a result of
lower savings by the aging population driving up import
demand. Despite deficits in the financial account, the
overall balance of payments is expected to remain in
surplus. Consequently, international reserves are expected
to stabilise at 6.2 months of import cover.

The fiscal surplus is projected to rise gradually but remain
below its pre-2015 levels

The fiscal surplus is expected to reach a bottom of 1.2% of
GDP in the fiscal year 2015/16 before picking up to 2.2% in
2016/17 and 2.3% in 2017/18. The projected surpluses are
lower than in the past (they averaged 6.2% in the period
2010-14). This is mainly due to higher levels of expenditure
as the restructuring of the economy towards productivity-
led growth implies larger spending on training, education
and infrastructure. In addition, spending on healthcare is
expected to rise as a result of the aging population and
transfers to the low-income segments of the population are
projected to increase with efforts to tackle inequality.
Meanwhile, revenue is expected to stabilise at around 22%
of GDP generated by taxes, land sales and investment
income. The continued surpluses and lower savings by the
aging population should lead to lower issuance of
government bonds. Therefore, public debt is forecast to fall
from 100.1% of GDP in 2015 to 96.6% in 2017.
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Banking

Singapore’s banks have served as a conduit for funds
between advanced economies and emerging Asia

Singapore is a global financial hub, and its banking system is
a centre for cross-border credit intermediation. Since 2008,
the role of Singaporian banks has evolved from being a net
lender to advanced economies to channelling funds from
advanced economies to emerging Asia. The change in
lending pattern is due to stronger growth in emerging Asia
and the search for yield among investors in advanced
economies given the low interest rate environment. The
two-tier structure of the banking system aims at separating
international transactions from domestic ones. Banks in
Singapore have a domestic banking unit (DBU), which
focuses on domestic customers, and an Asian currency unit
(ACU), which provides offshore non-Singapore dollar
banking services. DBUs accounted for 40.2% of total assets
at end-2014, while ACUs accounted for the remainder. Asset
growth for both DBU and ACU has moderated in recent
years, reflecting the turn in the domestic housing market
and the slowdown in regional economies.

Three local banks dominate the market despite the presence
of a large number of international banks

There are 124 commercial banks operating in Singapore,
comprising 5 local banks and 119 foreign banks. Local banks
accounted for 44.4% of the system’s assets as of end-2014
and include the largest three banks operating in Singapore.
In recent decades, local banks were encouraged to merge
with smaller banks to be able to compete with international
players. Foreign banks include 28 full banks, 54 wholesale
banks (which are not allowed to carry out Singapore dollar
retail actitivy) and 37 offshore banks (which only have
ACUs). In addition to commerical banks, there are 37
merchant banks, providing investment banking and other
fee-based services. The Monetary Authority of Singapore is
the regulator of financial services in Singapore.

Credit growth has moderated on slowing credit to housing
and the regional economic slowdown

Credit growth has slowed signifiantly from 19.7% in 2013 to
9.2% in 2014 and 4.2% year-on-year in September 2015. This
was mainly due to the slowdown in domestic credit owing to
macroprudential measures to restrain housing loans (which
account for nearly a third of DBU loans) and engineer a soft
landing of house prices. The measures succeeded in
moderating credit growth to housing, which peaked at
22.9% in 2010, to a mere 4.8% year-on-year in September
2015. As aresult, DBU credit growth was 0.6% in September
2015 compared to 5.7% in 2014. Meanwhile, ACU credit
growth also weakened but less dramatically (8.3% year-on-
year in September 2015) as the slowdown in regional
economies reduced corporates’ appetite to use Singapore for
cross-border lending to expand in Asia. However, Asia
continues to dominate international lending from Singapore,
accounting for 52.3% of cross-border ACU loans in
September 2015, up from 33.5% in 2008.
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Domestic banks are mostly deposit-funded while foreign
banks rely on wholesale funding

Deposits grew by 7.0% in 2014 and 9.2% year-on-year in
September 2015. The overall loan-to-deposit ratio (LDR) rose
to 107.4% in 2014 before moderating to 104.0% in
September 2015 with the slowdown in credit growth.
However, the aggregate figures mask differences in funding
strategies betweek local and foreign banks. Foreign banks
rely on wholesale funding, mainly from their foreign parent
bank, due to their weaker deposit franchises. Therefore,
they have a much higher LDR than local banks. Since they
mostly do cross-border lending, their liquidity position does
not pose a financial stability risk to Singapore. Local banks,
on the other hand, are mostly funded by a sticky deposit
base and have low reliance on wholesale funding. The LDRs
of local banks are below 100% for both their local and
foreign currency operations. Local banks are also seeking
alternative stable funding through the issuance of covered
bonds (debt securities backed by cash flows from loans)
since the finalisation of the relevant regulatory framework
by MAS. DBS issued USD1.0bn of covered bonds in July from
its newly-established USD10bn programme.

Local banks are well-capitalised, enjoy high asset quality
and steady profits

Local Singaporean banks profits were robust, with return on
average equity reaching 12.4% in 2014 and return on
average asset of 1.0%. However, their profitabaility is lower
than their regional peers, mainly due to their lower net
interest margin. Singaporean banks are characterised by
high asset quality. The ratio of non-performing loans (NPLs)
to total loans is very low at 0.9%, a near all-time low. The
NPL ratio is even lower for domestic loans. Singaporean
banks are well-capitalised, with a capital adeqaucy ratio
estimated at 16.0% at end-2014. Capitalisation of local
banks is above MAS’ and Basel III’s regulatory requirement,
whose full implementation require a capital adequacy ratio
of 10%.

Credit growth is expected to bottom out in 2015, and should
remain below the pre-2014 boom

Credit growth is expected to fall to 4.1% in 2015 due to a
cooler domestic housing market and as the slowdown in
global growth reduces demand for cross-border loans. But it
is expected to pick up to 11.1% in 2016 and 12.9% in 2017
with the recovery in the global economy and as the housing
market correction approaches its end. These growth rates
remain below the levels seen during the credit boom of 2010-
13, when loans grew by an average of 16.8% a year. Growth
in credit facilities will drive asset growth, which is expected
to be 6.2% in 2015, 8.6% in 2016 and 10.5% in 2017. Higher
expected interest rates should boost deposit growth to 9.1%
in 2015, 9.5% in 2016 and 9.8% in 2017, broadly in line with
credit growth. As a result, banks are expected to maintain
their loan-to-deposit ratio at around 107% in the medium
term. NPLs are expected to increase marginally from their
current very low levels as high interest rates will increase
the debt burden on some highly leveraged borrowers. This
could impact profitability, which could be further hit as the
rise in interest rates increases funding costs.
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Key Macroeconomic Indicators

2010 2011 2012 2013 2014 2015f 2016f 2017f

Real sector indicators
Real GDP growth (%) 15.2 6.2 3.4 44 2.9 2.2 2.3 2.9
Nominal GDP (bn USD) 236.4 275.3 289.9 302.2 307.9 290.8 286.9 311.4
Growth (%) 22.9 16.5 5.3 4.2 1.9 -5.6 -1.3 8.5
GDP per capita (PPP, k USD) 70.6 75.0 77.0 80.4 83.0 84.5 84.9 87.6
Consumer price inflation (%) 2.8 5.2 4.6 24 1.0 -0.3 0.7 1.8
Budget balance (% of GDP)! 6.7 8.6 7.9 5.6 3.3 1.2 2.2 2.3
Revenue 21.7 23.5 22.5 21.8 21.6 21.8 22.5 22.9
Expenditure 149 14.9 14.6 16.2 18.3 20.7 20.3 20.6
Public debt 99.6 102.2 106.3 103.2 99.3 100.1 99.1 96.6
External sector (% of GDP)
Current account balance 23.7 22.0 17.2 17.9 19.1 19.6 21.0 17.9
Goods and services balance 26.4 26.4 22.6 23.2 24.4 24.9 26.3 21.9
Exports 199.3 201.3 1954 191.6 187.6 180.5 189.9 184.8
Imports -172.8 -174.9 -172.8 -168.3 -163.2  -155.6 -163.6 -162.9
Income balance -1.3 -6.3 -8.5 -9.3 -9.3 -8.7 -8.6 -6.2
Transfers balance -5.2 -5.8 -74 -6.8 -7.2 -6.7 -6.6 -6.2
Capital and Financial account balance -7.7 -16.1 -7.9 -11.9 -16.1 -19.1 -18.8 -16.1
International reserves (prospective import cover) 5.6 5.7 6.1 6.5 6.8 6.2 6.2 6.2
External debt 449.6 418.2 429.2 437.8 431.8 457.3 463.5 427.0
Monetary indicators
M3 growth 8.3 10.1 7.6 4.3 3.4 4.2 8.7 8.9
Interbank interest (%, 3 months, eop) 0.6 0.4 0.4 04 0.4 0.8 1.8 3.3
Exchange rate USD:SGD (av) 14 1.3 1.2 1.3 1.3 1.4 1.4 1.4
Banking indicators (%)
Return on equity 12.2 111 12.0 11.5 12.4 n.a. n.a. n.a.
NPL ratio 1.6 1.2 1.2 1.0 0.9 1.2 1.4 1.6
Capital adequacy ratio 18.6 16.0 18.1 16.4 16.0 n.a. n.a. n.a.
Asset growth 5.5 7.4 3.0 9.8 6.7 6.2 8.6 10.5
Deposit growth 2.2 10.4 5.9 8.7 7.0 9.1 9.5 9.8
Credit growth 13.5 24.2 104 19.7 9.2 4.1 11.1 12.9
Loan to deposit ratio 81.5 91.7 95.6 105.3 107.4 102.5 103.9 106.9
Memorandum items
Population (m) 5.1 5.2 5.3 5.4 5.5 5.5 5.6 5.7
Growth (%) 1.8 2.1 2.5 1.6 1.3 1.2 1.9 1.2

Sources: Bloomberg, DoS, IMF, MAS, Penn World Table and QNB Economics forecasts

! Fiscal year ending 31 March of the following year
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